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Chairman Mica, Ranking Member Costello, thank you for the invitation to appear before
the subcommittee today to discuss global market factors affecting the US jet transport
industry. | applaud the subcommittee for its leadership in examining this important topic.

Asthe commercial rivalry between Boeing and Airbus intensified through the late 1980s,
then USTR Ambassador Michael Smith warned a House subcommittee that “decisions
about launch aid and things like that should not be taken lightly, either by the
governments involved or by theindustriesinvolved.”? With the United States and
Europe once again on the brink of litigating civil aircraft under international trade rules,
Ambassador Smith’s testimony isjust as relevant today. Indeed, launch aid “and things
like that” continue to be a source of considerable tension in the industry, especialy in
anticipation of the head-to-head competition between Boeing's 787 and Airbus' A350.
Aswastruein the late 1980s, the current dispute centers on U.S. charges that Europe
provides direct launch aid and other financial support to Airbus, whereas Europe counters
that the U.S. gives indirect subsidies—notably in the form of NASA and Department of
Defense R& D grants—and other assistance to Boeing.® Isthis, as Yogi Berramight have
put it, “like d§avu al over again”?

Some things about this commercial rivalry have certainly not changed. Most saliently,
the civil aircraft industry remains a catalyst of economic growth and competitiveness,
both because it provides alot of high-paying jobs, and because it exhibits |eading-edge
technological spillovers that benefit other sectors. Combined with the industry’ s export
prowess, these factors ensure that governments will aways take a keen interest in civil
aircraft manufacturing.”

Other things about this commercial rivalry have undoubtedly changed. Thereare, in
particular, two notable differences between the landscape of the current dispute and the
one that gave rise to the 1992 Large Civil Aircraft (LCA) Agreement: competition from
regional jet makers who are, at times, subsidized; and the negotiation of stricter
disciplines on subsidies, coupled with a better dispute settlement mechanism, under the
World Trade Organization (WTO). First, the regional jet market, which is dominated by
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Canada s Bombardier and Brazil’s Embraer, isincreasingly vying for orders against
Boeing and Airbus offerings. Specifically, the Department of Commerce explains that
Embraer is“starting to blur the traditional line between large civil aircraft and regiona
jets” with its 100+ seat offerings, a move Bombardier is * seeking to match” with new
aircraft in the 130 seat range.®> By crossing the 100 seat threshold that has long defined
this market segment, Bombardier and Embraer will compete directly with smaller
airplanes from Boeing and Airbus. Thus, while much attention has been paid to the flight
test of Airbus’ huge A380, which will go head-to-head with Boeing's 747, both
companies will increasingly have to contend with Bombardier and Embraer, competition
that Boeing's Current Market Outlook predicts will be formidable.® More worrisome
still, this competition has been subsidized in the past, and there is renewed concern that
Canada and Brazil will be backing their national champions as they bring their new
products to market. In short, subsidized competition in civil aircraft is a more widespread
problem than it was the last time the U.S. and Europe were on the brink of international
trade litigation.

Second, and related, the WTO isamore viable forum in which to litigate trade tensions
over civil aircraft than was its predecessor, the General Agreement on Tariffs and Trade
(GATT). Thisisbecause the WTO negotiated stronger disciplines on subsidies, and
provides an improved dispute settlement mechanism to adjudicate these disciplines. In
the early 1990s, when the U.S. and Europe readied to argue their cases before the GATT,
the relevant disciplines on subsidies, and the dispute settlement mechanism, were not
widely seen as being up to the task. The dispute settlement mechanism, in particular, was
viewed with suspicion, given the possibility that a GATT ruling could be “blocked” by
thelosing side. Sinceit isnot possible to block rulings at the WTO—or to block requests
for authorization to retaliate, for that matter—there is a sense that litigation may be more
efficacious this time around.

Taken together, these two differences suggest that WTO litigation may be the right call.
For the most part, dispute settlement works by encouraging negotiation in the “ shadow of
thelaw.” Asmy research with Eric Reinhardt of Emory University shows, the fullest
concessions (i.e., granting improved market access or trade liberalization) are typically
negotiated before a panel issues aruling, either in consultations (which precede a panel
request) or at the panel stage in advance of averdict.” We call this “early settlement,”
and find that, just like under GATT, it tends to produce the most favorable outcomes
under the WTO, especialy in disputesinvolving the U.S. and Europe.®
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Of course, in the current civil aircraft dispute, the U.S. and Europe did not settle early in
consultations, nor during the recent “cease fire” in the lead up to a panel request. And
whileit is il possible that an agreement might be reached before aWTO panel rules,
thisdisputeislikely to go the legal distance. What can we expect?

The experience of Canada and Brazil at the WTO isinstructive. Both sides challenged
each other’ s subsidy schemes, chalked up afew legal victories, and won authorization to
retaliate. And while neither has followed through on retaliation, the legal victories have
done two things. First, the WTO rulings have curtailed the use of certain subsidy
programs. For example, Canadawon legal victories against two versions of Brazil’s
export-financing scheme (PROEX | and PROEX 1), and largely handcuffed athird
(PROEX I11), thereby reshaping the playing field in regional jets. For its part, Brazil
prevailed in a case over support Bombardier received on a sale to Air Wisconsin, but
failed to convince the WTO that other Canadian subsidy schemeswereillegal. These
decisions were thus important for the companies involved, and brought greater legal
clarity to the issues contested by the two governments. Second, these WTO rulings have
pressured both sides to return to the bargaining table to seek along-term solution to their
dispute. Indeed, Canada and Brazil have formed atechnical working group to negotiate a
lasting peace, one informed by the rulings issued by the Geneva-based trade institution.

In the current U.S.-EC dispute, WTO litigation can be expected to accomplish three
things. First, the litigation will help clarify which subsidy programs are illegal under
international trade rules, and which are not. Second, the litigation will impact not only
the U.S. and Europe, but Canada and Brazil aswell, in the sense that WTO rulings
influence how subsequent cases are decided. For this reason, Canada and Brazil are
likely to reserve “third party” rightsin cases brought by on behalf of Boeing and Airbus,
looking to influence these legal decisions. Third, the results of this litigation will likely
encourage the U.S. and Europe to return to the negotiating table, although to be
successful, these talks should aso include Canada and Brazil. The 1992 LCA Agreement
was forward-looking in this regard, recognizing the need to “multilateralize” disciplines
on civil aircraft subsidies despite the bilateral nature of the accord. While thiswas
visionary at the time, the need for multilateral talks today is simply areflection of the
new landscape of the civil aircraft industry.



